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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
GALE, Judge: Respondent determ ned a deficiency of $696, 554
in petitioner’s Federal estate tax.
Unl ess otherw se noted, all section references are to the

| nternal Revenue Code in effect for the date of decedent’s death
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and all Rule references are to the Tax Court Rules of Practice
and Procedure.

After concessions, we nust decide the fair market val ue of
decedent’s interest in five partnerships as of Novenmber 11, 1990.
FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found. W
incorporate by this reference the stipulation of facts, the
suppl enental stipulation of facts, and the attached exhibits.

Decedent was a resident of Charlotte, North Carolina, when
he died testate on May 11, 1990. Lisa G G lstrap, Gegory
Godl ey, and Kinberly E. Godley, all of whom are grandchil dren of
decedent, were appoi nted coexecutors of the Estate of Fred O
Godl ey (estate). At the tinme of filing of the petition in this
case, the address of the coexecutors was in Charlotte, North
Carolina. After the filing of the petition, the original
coexecutors of the estate resigned, and Fred D. Godley (Fred
Jr.), one of decedent’s sons, succeeded as admnistrator c.t.a.
of the estate. A Federal estate tax return was tinely filed,
under extension, on or about August 14, 1991. The estate el ected
to use the alternate valuation date of Novenber 11, 1990.

At the tinme of his death, decedent owned a 50- percent
interest in each of the five general partnerships in issue, wth
t he remai ni ng 50-percent interest in each owned by Fred Jr. Four
of these partnerships, which were fornmed in 1978, owned and

operated housing projects for elderly tenants known as: Monroe
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Housing for the Elderly (Monroe); dinton Housing for the Elderly
(Ainton); Rocky Mount Housing for the Elderly (Rocky Mount); and
Charl otte Housing for the Elderly (Charlotte), collectively
referred to the housing partnershi ps.

For each of the housing partnerships, Fred Jr. was
permanent |y established as the managi ng partner. The partnership
agreenents for the housing projects contained the foll ow ng
provi si ons:

Section 2.02 Managenent of Partnership. The
overal | managenent and control of the business and
affairs of the Partnership shall be vested in the
managi ng Partner (the “Mnagi ng Partner”) designated
herei n, provided, however, no act shall be taken or sum
expended or obligation incurred by the Partnership, or
any Partner, wth respect to a matter within the scope
of any maj or decision (“major decision”) affecting the
Part ner shi p, unless such major decision has been
approved by Partners holding collectively a 75%
interest in the Partnership. * * *

“Maj or decisions” included the acquisition and sale of |and
or partnership property, financing, expenditures in excess of
$2,500, entering into major contracts, or any other decision or
action “which materially affects the Partnership or the assets or
operation thereof.”

Section 2.03 Day to Day Managenent.

(a) Subject tothe limtations set forth in this
Article Il, the day to day nanagenent of the
Part nershi p’s busi ness shall be conducted by the
Managi ng Partner, Fred D. Godley, Jr., and his agents
and designees. Such Managi ng Partner subject to the
limtation set forth in Section 2.02 above shal
i npl emrent the maj or decisions of the Partners. * * *
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Day-t o-day managenment included duties such as effecting property
acqui sitions as decided by the partnership, protecting title,
payi ng debts, and setting aside reserves for replacenent of
assets or to cover contingencies.

Section 4.05 Distribution of Net Cash Fl ow.

(a) The net cash flow of the Partnership shall be
distributed to the Partners annually or at such nore
frequent intervals as the Managi ng Partner shal
determ ne. The “net cash flow of the Partnership as
used herein shall nean the net profits derived fromthe
property owned by the Partnership as conputed in
accordance wth normal and accepted accounting
princi ples except that (i) depreciation of buildings,

i nprovenents, furniture, fixtures, furnishings and
equi pnrent shall not be taken into account, (ii)
nortgage anortization paid by the Partnership shall be
consi dered a deduction; and (iii) any anmounts expended
by the Partnership in the discretion of the Partners
for capital inprovenents or set aside by the Managi ng
Partner as a reserve for the replacenent of assets of
the Partnership or other contingencies shall be

consi dered a deduction. Borrow ngs of the Partnership
shal | be excluded in conputing net cash fl ow

Al t hough Fred Jr. was managi ng partner, decedent was
actively involved in the housing partnerships. He regularly
visited the housing projects to inspect the property and to
attend to tenants’ concerns, maintenance, and the |like. He nmade
his own decisions, without consulting with Fred Jr., when such
i ssues arose. Moreover, decedent had a long history as a
busi nessman in the field of construction and brought his sons
into the business. Finally, when he was engaged in a busi ness

enterprise, he was al nost always the person in charge.
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Upon the formation of Monroe, O inton, and Rocky Mount,
decedent and Fred Jr. each owned a 45-percent general partnership
interest and a third party, Frank M MCool (MCool), owned the
remai ni ng 10- percent general partnership interest. MCool was an
engi neer and worked as a general manager for a conpany that Fred
Jr. operated. Decedent and Fred Jr. each owned 50 percent of
Charlotte frominception. MCool predeceased decedent, and in
1985, decedent and Fred Jr. purchased McCool’s three 10-percent
general partnership interests fromhis widow for a total of
$65, 000. Thereafter and until decedent’s death, decedent and
Fred Jr. each owned a 50-percent general partnership interest in
each of the housing partnerships.

The housi ng partnerships held nultifamly rental housing
proj ects operated and mai ntai ned under Housi ng Assi stance
Paynents contracts (HAP contracts) with the U S. Departnment of
Housi ng and Urban Devel opnment (HUD) pursuant to the United States
Housi ng Act of 1937, ch. 896, 50 Stat. 888, currently codified at
42 U.S.C. secs. 1437-1437x (1994), and the Departnent of Housing
and Urban Devel opnment Act, Pub. L. 89-174, 79 Stat. 667 (1965),
currently codified at 42 U S. C. secs. 3531-3547 (1994). The HAP
contracts were executed by HUD in order to provide, through | ocal
public housing agencies, financial assistance to eligible
famlies of lower inconme in renting housing. Pursuant to these
HAP contracts, the Governnent pledged to pay a certain annual

contribution to the applicable public housing agency on behal f of
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the contracting housing partnership. Housing assistance paynments
made to the housing partnerships covered the difference between
the contract rental rates agreed to under the HAP contracts
(contract rents) and that portion of the rent payable by eligible
famlies determ ned in accordance with HUD establi shed schedul es
and criteria. The termof the HAP contracts for Monroe,
Charlotte, and Rocky Mount was 30 years and for dinton was 20
years.

Al so, in general the HAP contracts entitled the owner to
housi ng assi stance paynents in the anmount of 80 percent of the
contract rent for a period not exceeding 60 days (i) in the event
a unit covered under the HAP contract (covered unit) was not
| eased within 15 days of the effective date of the HAP contract
or (ii) upon the vacancy of a covered unit by an eligible famly.
In the event a covered unit remained vacant for a period
exceedi ng 60 days, the owner could, in general, request
addi tional paynents in an anmount equal to the principal and
interest paynents required to anortize that portion of the debt
service attributable to the vacant unit for up to 12 additional
nont hs.

On March 1, 1980, after the formation of the housing
partnerships, a fifth general partnership, Godley Managenent
Associ ation (GVA), which was owned 50 percent each by decedent
and Fred Jr., was forned for the purpose of managing the

operations of the housing partnerships. The formation of GVA for
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this purpose was required by HUD. As of the valuation date, GVA
held no real estate or other fixed assets and served only as a
managenent conpany for the housing partnerships to oversee

| easi ng, maintenance, and repair in conpliance with HUD

requi renents. GVA received a managenent fee from each of the
housi ng partnershi ps equal to 10 percent of rental incone.

On the Federal estate tax return, decedent’s interests in
the five partnerships were reported at a fair market val ue of
$10, 000 each. At the tine of decedent’s death, the partnership
agreenent for each housing project contained a provision granting
Fred Jr., or his personal representatives, heirs or assigns, the
option to purchase decedent’s interest in said partnership for
t he sum of $10,000.! This option provision was contained in each
of the original partnership agreenents. On Decenber 31, 1990,
Fred Jr. exercised these options to purchase decedent’s interests
in the four housing partnerships for the paynent of the option

price of $10,000 for each partnership interest, or $40,000. On

1 Sec. 5.02 of each partnership agreenment provides:

Not wi t hst andi ng any of the foregoing,
Fred D. Godl ey, or his personal
representative, heirs or assigns, shall have
the option to purchase the Partnership
interest of F.O Codley fromeither F. QO
Godl ey or his personal representative, heirs
or assigns, for the sumof Ten Thousand
$10,000. This option may be exercised at any
tinme during the existence of the Partnership.
Fred D. Godl ey shall notify all other
Partners in witing of his intention to
exercise this option to purchase.
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March 12, 1990, decedent and Fred Jr. executed a simlar option
Wi th respect to decedent’s interest in GVA. The estate al so
accepted a cash paynent in the anount of $10,000 from Fred Jr.
for decedent’s 50-percent interest in GVA 2

From 1985 t hrough 1994, Fred Jr. was the defendant in an
equitable distribution suit brought by his forner spouse, Jean H
Godl ey. An Equitable Distribution Judgnment was filed by the
District Court of Mecklenburg County, North Carolina, on
January 1, 1991. In the equitable distribution proceedings, the
nature of the foregoing option provisions was in issue, and
testi nony was presented concerning the sane. Also, depositions
were taken of Fred Jr. and decedent in connection with the
equitable distribution proceedings on the sane issue. Fred Jr.
testified by deposition and at trial that the options “[were]
done for the purpose of circunmventing inheritance taxes” and
“[were] a gift”. Decedent testified by deposition that the
options “would sinplify at ny death the closing of ny estate, and
al so woul d help establish to the governnment our worth whereby he
[i.e., Fred Jr.] could buy it * * * at a reasonable price”; and
in answer to the question whether the options “[were] a gift that

you made to himJ[i.e., Fred Jr.] at the tine you signed the

2 Petitioner was unable to produce a copy of the
partnership agreenent for GVA, but the testinony supports, and we
have found, that a simlar option agreenent existed in the case
of GWA
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contract”, decedent replied “That’s right.” The Judgnent of
Equi table Distribution held as foll ows:

239. Al of the evidence indicates and the Court
finds that there was no consideration for Defendant’s
father giving to Defendant options to acquire
Defendant’s father’s interest in the five partnerships.
Bot h Def endant and his father testified unequivocally
that the options were gifts to Defendant from
Def endant’ s father. The Court finds such testinony to
be credible and further finds that these options were
gifts to Defendant fromhis father. [Enphasis added.]

At issue in the equitable distribution [itigation was the
value of Fred Jr.’s 50-percent general partnership interest in
the partnerships. In this regard, Fred Jr. was asked whether the
i dea of HUD- subsi di zed projects originated with himor decedent,
and he testified that he could not recall. As part of the
litigation, both the plaintiff (Fred Jr.’s forner spouse) and the
def endant (Fred Jr.) produced expert w tnesses and reports
regardi ng the value of Fred Jr.’s 50-percent general partnership
interest in the partnerships as of Decenber 1989. The court
accepted the plaintiff’s expert appraisal of GVA prepared by
Mtchell Kaye (Kaye). 1In his appraisal, Kaye estimated the net
fair market value of GVA as of Decenber 31, 1989, to be $450, 000
and concluded that Fred Jr.’s 50-percent interest in GVA had a
net fair market value of $225,6000 as of Decenber 31, 1989. The
court al so accepted the expert appraisals of Robert O Beck Il
(Beck), who relied on David A. Dvorak (Dvorak) in valuing the
i nproved real estate held by Monroe and Charlotte, and Tom J.

Keith (Keith) in valuing the inproved real estate held by dinton
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and Rocky Mount. Beck val ued decedent’s housing partnership

interests as foll ows:

Total Val ue of Fred Jr.’s

Entity the Partnership 50% | nt er est
Monr oe $469, 307 $234, 653
Clinton 158, 391 79, 196
Rocky Mount 187, 287 93, 643
Charl otte 198, 005 99, 003

Dvorak and Keith both qualify as experts on valuation of real
estate, and Kaye and Beck qualify as experts on the valuation of
busi nesses.

On August 2, 1994, respondent mailed a notice of deficiency
for Federal estate tax. The values of decedent’s 50-percent
partnership interests determ ned by respondent in the notice were
derived by averagi ng val ues of decedent’s interests as determ ned
under a net asset approach and an incone approach after applying
a 10-percent discount for lack of marketability to each.® The

val ues were as foll ows:

Part nership | ncone Val ue Asset Val ue Aver age
Monr oe $577, 689 $337, 125 $457, 407
Clinton 186, 039 72,933 129, 484
Rocky Mount 439, 960 320, 782 380, 371
Charlotte 390, 087 309, 692 349, 890
GVA 431, 356 230, 020 330, 688

In cal cul ating i ncone val ue, respondent applied a capitalization

rate of 10 percent.

3 No lack of marketability discount was applied to the net
asset val ue of GVA.
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In a report prepared for this Court in valuing decedent’s
i nterests, Beck concluded that a | ack of marketability di scount
of 25 percent and a lack of control discount of 15 percent should
apply to the values derived in his valuation of Fred Jr.’s
interests in the housing partnerships, which would result* in

val ues as foll ows:

Part ner ship Val ue
Monr oe $149, 591
Cinton 50, 487
Rocky Mount 59, 697
Charlotte 63, 114

In addition to the partnerships in issue, at the tinme of his
deat h, decedent and Fred Jr. each owned 50 percent of the stock
of Godley Realty, Inc. (CGodley Realty), and decedent owned a 25-
percent interest and Fred Jr. owned a 75-percent interest in
Concrete Panel Systens, Inc., of North Carolina (CPSI). In the
noti ce of deficiency, respondent determ ned that the val ue of
decedent’s interest in Godley Realty was $225,048 as of the
val uati on date and the value of decedent’s interest in CPSI was
$34,271 as of the valuation date.® Respondent’s val uations of
Godl ey Realty and CPSI were based, in part, upon the Novenber 11,

1990, bal ance sheets, which reflect accounts payable to the five

“ In his trial testinmony, Beck clarified that the
conpoundi ng of these two di scounts woul d produce a total discount
of 36.25 percent.

> The parties have stipulated that these values are
correct.
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partnerships in issue at full face value as of that date as

foll ows:

Part nership Godl ey Realty CPSI
Monr oe $376, 078 $38, 750
Charlotte 237, 753 16, 500
Rocky Mount 278, 528 9, 000
Cinton 75, 399 None
GVA None 1, 550
Tot al 967, 758 65, 800

As of Decenmber 31, 1989, adjusted bal ance sheets of Godley Realty
and CPSI showed accounts receivabl e of the housing partnershi ps,

with Godley Realty and CPSI as payors, as follows:

Proj ect Godl ey Realty CPSI
Monr oe $359, 487 $32, 750
Charl otte 241, 222 11, 500
Rocky Mount 284, 103 None
Cinton 81, 049 None
Tot al 965, 861 44, 250

In order to finance the acquisition and construction of
Charl otte, Monroe, and Rocky Munt, bonds were issued by the
| ocal public housing agency as the construction | ender. To
secure the paynent of the bonds, the housing partnerships, the

| ocal nonprofit housing devel opnent corporation, and a trustee
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entered into trust indentures requiring the creation of various
trust funds, including:

(a) The Mortgage Acquisition Fund, which shall be
di sbursed for the purpose of paying in full the
Construction Note and acquiring an assi gnment of or
satisfying and rel easing the Constructi on Deed of Trust
* * * or which shall be applied to the redenption of
the Bonds * * * in the event of the failure to satisfy
t hose requirenents.

(b) The Revenue Fund, into which all Revenues
shal | be paid, except as otherw se provided * * *

(c) The Principal and Interest Fund, to be funded
nmont hl y, and which shall be held by the Trustee for
di sbursal by the Trustee * * * fromtime to tinme solely
for the purpose of paying the principal of an interest
on the Bonds * * * and * * * to pay the Trustee' s fees
from earni ngs thereon;

(d) The Debt Service Reserve Fund, which shall be
funded upon Conpl etion of Construction fromthe
Mort gage Acqui sition Fund, in an anmount equal to the
Debt Service Reserve Requirenent ($167,100), and shall,
subsequent to the Conpletion of Construction, be
di sbursed by the Trustee solely to pay the principal
of, premum if any, and interest on the Bonds. * * *

(e) The Insurance and Tax Escrow Fund, to be
funded nonthly, fromwhich the Trustee shall pay the
prem uns of all insurance on the Project required by
this Indenture and all taxes, assessnents or
government al charges except utility services * * *

(f) The Maintenance Fund, to be used upon the
witten request of the Ower, with the concurrence of
the Trustee, for extraordi nary nmai ntenance * * *

(g) The Replacenent Fund, to be used upon witten
request of the Ower with the concurrence of the
Trustee, for extraordinary repair and replacement * * *

(h) The Qperating Fund, to be funded nonthly,
whi ch shall be disbursed to make nonthly paynents to
the Omer for operation of the Project pursuant to the
requirenents of its then current Budget. * * *
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(1) The Project Reserve and Surplus Fund,

recei ve any nonies not required to be disbursed to any

ot her fund or account * * *

(j) The Bond Redenption Fund, which shal

As of Decenber 31, 1989, the bal ances of these trust funds

were as foll ows:

1

on t he Bonds

Monr oe
Current trust funds?! $49, 360
Noncurrent trust funds
Debt service fund 138, 862
Mai nt enance and repl acenents 55, 970
Total trust fund accounts 244,192
Charl otte
Current trust funds? $68, 108
Noncurrent trust funds
Debt service fund 170, 684
Mai nt enance and repl acenents 33,170
Proj ect reserves 35, 851
Total trust fund accounts 307, 813
Rocky Mbunt
Current trust funds?® $70, 073
Noncurrent trust funds
Debt service fund 135, 043
Mai nt enance and repl acenents 72,988
Total trust fund accounts 278, 104

be held
in escrow and di sbursed by the Trustee solely for the
pur pose of paying the principal of and interest and

redenption prices or premuns, if any,
called for redenption in advance of maturity * * *

The 1990 audited financial statenents for Monroe
identify the current trust funds as consisting of the

Principal and Interest Fund, the Investnment Interest Fund,

and the Revenue Fund.
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2The 1990 financial statenent for Charlotte identifies
the current trust funds as the Principal and Interest Fund,
the Tax & I nsurance Escrow, and the Depository Fund.
3The 1990 financial statenment for Rocky Mount
identifies the current trust funds as the Principal and

I nterest Fund, the Insurance and Tax Escrow Fund, and the

Sur pl us Fund.

Clinton was not financed by bond issuance and i s not subject
to these sane reserve requirenents. However, dinton was
financed by a | oan issued by the Farnmers Hone Adm nistration of
the U S. Departnment of Agriculture, and the | oan agreenent
requi red a mai ntenance and repl acenents reserve, which as of
Decenber 1989 contai ned $8, 920.

OPI NI ON

The issue in this case is the fair market value for Federa
estate tax purposes of decedent’s interests in the five
partnerships. Under the regul ations, the value of property
i ncludabl e in decedent’s gross estate is its fair market val ue at
the alternate valuation date with adjustnents prescribed under
section 2032. See sec. 20.2031-1(b), Estate Tax Regs. Fair
mar ket value is defined for these purposes as “the net anount
which a willing purchaser * * * would pay for the interest to a
wlling seller, neither being under any conpul sion to buy or to
sell and both having reasonabl e know edge of relevant facts.”

Sec. 20.2031-3, Estate Tax Regs. Fair market value is determ ned

on the basis of the interest that passes at death. See Ahnanson
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Found. v. United States, 674 F.2d 761 (9th Cr. 1981); United

States v. Land, 303 F.2d 170 (5th Cr. 1962).

Petitioner introduced the expert report of Beck prepared for
pur poses of the present proceeding. |In addition, the parties
stipulated into evidence the expert reports that were prepared
for the equitable distribution proceedings. Finally, Beck,
Dvorak, Kaye, and Keith all testified as expert w tnesses at
trial. Expert opinion sonetines aids the Court in determning

val uation; other tinmes, it does not. See Laureys V.

Commi ssioner, 92 T.C 101, 129 (1989). W eval uate such opini ons

in light of the denonstrated qualifications of the expert and al

ot her evidence of value in the record. See Estate of Newhouse V.

Commi ssioner, 94 T.C 193, 217 (1990). W are not bound,

however, by the opinion of any expert w tness when that opinion
contravenes our judgnent. See id. W may accept the opinion of

an expert inits entirety, see Buffalo Tool & D e Manufacturing

Co. v. Commi ssioner, 74 T.C. 441, 452 (1980), or we nay be

selective in the use of any portion thereof, see Parker v.
Conm ssioner, 86 T.C. 547, 562 (1986).
Ooti ons

W nust first deci de whether the value of each interest is

[imted by the option provision contained in each partnership
agreenent. Petitioner clains that the fair market val ue of each
partnership interest is limted to the $10,000 option price, or

in the alternative, that the option provision otherw se affects
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the value to sonme degree. Respondent takes the position that the
option provision should be disregarded in determining the fair
mar ket val ues of decedent’s interests.

It is well settled that an option agreenent may fix the
val ue of a business interest for Federal estate tax purposes if
the following conditions are net: (i) The price nmust be fixed
and determ nabl e under the agreenent; (ii) the agreenent nust be
bi nding on the parties both during Iife and after death; and
(1i1) the agreenment nust have a bona fide busi ness purpose and
must not be a substitute for a testanmentary disposition. See

Estate of Bischoff v. Conm ssioner, 69 T.C. 32, 39 (1977); see

al so sec. 20.2031-2(h), Estate Tax Regs.® Respondent does not

di spute that petitioner neets the first two conditions but
chal | enges whet her the option provision had a bona fide business
pur pose and whether it was a substitute for testanentary

di sposition. According to petitioner, the option provision was
inserted in each of the partnership agreenents for the purpose of
allowing Fred Jr. to maintain control of the businesses w thout
the possibility of interference fromother famly nenbers. The

mai nt enance of famly ownership and control constitutes a bona

6 Sec. 2703, relating to the valuation of property subject
to options, is not applicable to an agreenent entered into before
Cct. 9, 1990, unless there has been substantial nodification
since Cct. 8, 1990. See Omi bus Budget Reconciliation Act of
1990, Pub. L. 101-508, sec. 11602(e) (1) (A (ii)(l), 104 Stat.
1388-500. The options in issue were executed before Cct. 9,

1990, and were not substantially nodified thereafter.
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fide business purpose. See Estate of Bischoff v. Conm ssioner,

supra at 39-40. However, even if we find that the option had a
bona fide business purpose, it will be disregarded if it served
as a device to pass decedent’s interest to the natural objects of
his bounty and to convey that interest for less than full and

adequat e consideration. See Bonmer Revocable Trust v.

Conmi ssioner, T.C. Menp. 1997-380; Estate of Lauder v.

Comm ssioner, T.C Menp. 1992-736; see al so sec. 20.2031-2(h),

Estate Tax Regs. W find that the option provision in each of
the partnership agreenents represents a testanentary device to
convey decedent’s interest to his son for less than full and
adequate consideration, and therefore we disregard it in
determ ning the value of those interests.

Petitioner argues that the options were not a testanentary
devi ce because they were exchanged for full and adequate
consideration. Petitioner clains that the options were granted
i n exchange for allow ng decedent to participate as a 45- or 50-
percent partner in the partnerships wthout a substanti al
contribution, either of cash or in kind, and that, therefore,
decedent’ s agreenent to concede to Fred Jr. all future
appreci ati on exceedi ng $10, 000 was the product of a bona fide,
arms-length transaction. That is, Fred Jr. testified at trial,
and petitioner argues on brief, that Fred Jr.’s contribution to
t he partnershi ps substantially outwei ghed decedent’s; nanely,

that Fred Jr. had the original idea of seeking HUD contracts;
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that Fred Jr. nastered the HUD bureaucracy and regul ati ons
encountered in the undertaking; and that, as nanagi ng partner,
Fred Jr. did the lion’s share of the work in devel opi ng and
managi ng the housi ng projects, whereas decedent served nerely as
a “soundi ng board”. Thus, petitioner’s argunent goes, decedent’s
agreenent to give the options to Fred Jr.—in which decedent
effectively gave up any future appreciation in the value of his
i nterests exceeding the $10,000 option price and settled for a
share of each partnership’s current operating inconme-—-was arns
| ength and bona fide, given the vastly unequal contributions of
father and son.

When both parties to the agreenment are nmenbers of the sane
famly and circunstances indicate that testanentary
considerations influenced the creation of the option agreenent,
we do not assune that the price as stated in the agreenent was a

fair one. See Bommer Revocable Trust v. Conmi SSioner, supra;

Estate of Lauder v. Commi ssioner, supra. W first note that the

fixed price of the option, w thout any adjustnent nechanismto
refl ect changing conditions, invites close scrutiny. |f decedent
and Fred Jr. really engaged in an armis-length transaction in
which it was decided that Fred Jr.’ s greater contribution

requi red decedent to give an option, we believe the price of the

option woul d have included an adjustnent nechanismto account for

future appreciation. See Bommer Revocable Trust v. Conm SSioner,

supra. The fact that the price was set at $10, 000, conbined with
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the fact that the agreenent was between a father and son,
strongly suggests that there was no arm s-length bargain for the
option price, but rather that the option was a testanentary
devi ce designed to pass decedent’s interest for |less than
adequat e consi derati on.

Mor eover, the foregoing picture of the partners’ relative
contributions is based alnost entirely on Fred Jr.’ s self-serving
testinmony at trial.” In contrast to Fred Jr.’s efforts to
portray the options in the instant proceeding as the product of
an arm s-length bargain, in their sworn testinony in the
equitable distribution proceedings, Fred Jr. and decedent both
characterized the options as “gifts”, suggesting that both
t hought it was decedent who was giving sonething of value to Fred
Jr., not the other way around. W note al so that decedent’s
second wi fe provided detailed, credible testinony concerning
decedent’ s frequent trips (on which she acconpanied him to
i nspect each partnership property and attend to probl ens thereby

di scovered; that decedent had an entire career’s worth of

" Petitioner also called as a witness a HUD official who
corroborated Fred Jr.’s assertion that he was primarily
responsi ble for the partnership’s dealings with HUD. However, we
note that, in contrast to Fred Jr.’s enphasis in his testinony at
trial in this case that the idea of devel opi ng HUD assi st ed
housi ng projects was entirely his own, when asked under oath 6
years earlier in connection with the equitable distribution
proceedi ngs whose idea it had been, Fred Jr. testified that he
could not recall. The subsequent inprovenent in Fred Jr.’s
recollection on this point in the instant proceeding--in a manner
whi ch serves his financial interests--casts doubt on the
credibility of his other testinony in this proceedi ng.
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experience in the construction business; and that Fred Jr.’s
brother testified credibly that when decedent entered into a

busi ness venture, he was al nost always in charge--all of which
tend to rebut Fred Jr.’s characterization of decedent’s role in
the enterprise as mninmal.

On bal ance, we believe the evidence that the options were a
substitute for a testanentary devi ce outwei ghs any evi dence of
their bona fide business purpose. In an unusual circunmstance, we
have the sworn testinony of the grantor-decedent hinself as to
the options’ essentially testanmentary purpose, as well as the
sworn testinony of the grantee to the sanme effect, albeit a
grantee who now testifies in changed circunstances that the
options had a bona fide business purpose.

Al ternatively, petitioner argues that even if the option
provi sions do not control the values of the partnership
interests, they nonethel ess should be given “significant weight”
in determning the values of decedent’s interests. The
regul ations state that the option price shall be “disregarded” in
determ ning the value of a business interest unless it is
determ ned that the option represents a bona fide business
arrangenment and not a substitute for testanmentary disposition.
Sec. 20.2031-2(h), Estate Tax Regs. Because we have determ ned
that the option provision represents a substitute for

testamentary disposition, the provision wll be disregarded and
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shal|l have no effect on the valuation of decedent’'s interest for
pur poses of the Federal estate tax.

Val uation of the Housi ng Partnerships

Petitioner offered into evidence the expert report and
testinmony of Beck regarding the fair market value of decedent’s
interests in the housing partnerships. Beck applied a net asset
approach under which the value of each partnership was esti nated
to equal each partnership’s equity in its real estate assets,
pl us cash and accounts receivable, net of liabilities. Beck
adopt ed the valuations of Keith and Dvorak of the real estate and
subtracted the nortgage bal ances as of Decenber 1989 to determ ne
each partnership’s equity in the real property it held.

Respondent did not present any expert testinmony as to the
val ue of the housing partnerships. Instead, respondent called as
a fact witness David Archer (Archer), the revenue agent who had
cal cul ated the values used in respondent’s determnation in the
notice of deficiency, to testify regarding his cal cul ations.
There is no expert testinony in the record to support Archer’s
met hod of conputing the asset and i nconme val ues of the
partnerships or his decision to average the two approaches in
reaching his valuation conclusion. Respondent also called Dvorak
and Keith, the real estate appraisers who val ued the partnerships
for the equitable distribution proceedings and who were relied

upon by Beck, to testify as to their valuations of each
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partnership’s real property. On brief, respondent chall enges
certain aspects of Dvorak’s appraisal and argues for adjustnents
that woul d increase the value of the real estate. Keith's rea
estate valuations are not challenged. Finally, respondent
chal | enges, and proposes adjustnents to, various aspects of
Beck’s appraisal of the partnership entities.

Val ue of the Housing Partnerships’ Real Estate

Keith's valuation estimtes for the real estate held by
Clinton ($665,000) and Rocky Munt ($1,400,000) are not disputed,
and we accept them for purposes of this case. Respondent does
chal | enge various aspects of the approach used by Dvorak to val ue
the real property held by Monroe and Charlotte. W consider
each.

Dvor ak’ s Report

Dvorak applied three general approaches in valuing the
inproved real estate: (i) The cost approach, (ii) the direct
sal es conparison (market) approach, and (iii) the incone
approach. The cost approach consisted of valuing the | and of the
subj ect property by exam ning conparabl e sal es and val ui ng the
i nprovenents on the |and by considering cost of construction,
taking into account depreciation and obsol escence. The market
approach consi sted of exam ning sales of conparable properties to
estimate the cost of the subject property. The incone approach
consi sted of discounting to present value the future incone

stream of the subject property for a nunber of years into the
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future and then capitalizing the residual or reversionary val ue,
usi ng appropriately derived di scount and capitalization rates.
The val ues determ ned by Dvorak with respect to Charlotte and

Monroe were as foll ows:

Housi ng Cost Mar ket | ncone
Proj ect Appr oach Appr oach? Appr oach
Charl otte $1, 070,000 $1,137,500 $1, 480, 000
Monr oe 1, 240, 000 1, 337, 500 1, 370, 000

1 The determ nations under the market approach

represent the average of a range estinmated by Dvorak.

The estimated range for Charlotte was from $1, 050, 000

to $1, 225,000 and the estimted range for Monroe was

from $1, 275, 000 to $1, 400, 000.
Dvorak believed that the inconme approach was the correct nethod
for valuing the real estate in question and relied on the other
approaches only to confirmhis incone-based value. Thus, his
final appraised values for Charlotte and Monroe were $1, 480, 000
and $1, 370, 000, respectively.

Respondent’ s Chal | enges

(a) Vacancy Rate

In cal cul ating cash-fl ow, Dvorak reduced gross incone of the
housi ng partnershi ps by 3 percent as a vacancy all owance.
Respondent chal | enges Dvorak’ s use of a 3-percent vacancy
al l ownance, arguing that in light of the HUD guaranty to pay 80
percent of the contract rent for 2 nonths after a tenant vacates,
t he 3-percent vacancy allowance is too high and that 1 percent is
appropriate. W agree. According to Dvorak’s appraisals, a

vacancy al |l owance represents a reduction in potential rental



- 25 -
i ncome due to vacancies or uncollectibility. Dvorak normally
woul d have used a 5-percent rate, but he reduced it to 3 percent
because the risk of uncollectibility was |ow, given that the
Federal Governnment was the obligor with respect to nost of the
rent. However, although Dvorak testified that he understood the
actual vacancy rates were |low and that there were usually waiting
lists of tenants at Monroe and Charlotte, he admtted that he was
unaware of the HUD guaranty to pay 80 percent of the rent for 2
nmont hs foll owi ng a vacancy when he nade the determ nation to use
a 3-percent vacancy rate.® In light of Dvorak's view that the
reduced risk of uncollectibility required a 2-percent adjustnent
to the vacancy rate, we believe that the reduced risk of |oss
fromshort-term vacanci es provided by the HUD guaranty requires
anot her 2-percent reduction in the vacancy rate assunption,
resulting in a vacancy rate adjustnment of 1 percent. W note
that a vacancy rate assunption of 1 percent was used by Keith,
whose expert reports are not disputed by either party in this
pr oceedi ng.

(b) Rental Rates

Respondent di sputes Dvorak’s use of an estimated figure for
1989 rental receipts, on the grounds that it is |ess than actual
1989 rents. Because actual 1989 figures were not available to

hi m when he did his appraisal (originally for use in the

8 Indeed, the owner could apply for additional paynents
beyond the first 2 nonths.
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equi table distribution proceedings), Dvorak used actual rental
i ncone from 1985, and estimated expenses for the sanme period, and
then inflated his net incone anmounts at 1.5 percent per year to
produce estimates for 1989. This resulted in 1989 net operating
i ncone for Charlotte of $187,531 and for Monroe of $176,350. The
record in the instant case contains 1989 incone statenents for
Charl otte and Monroe, including actual rents and expenses. Using
actual rents, as respondent urges, but al so using actual
expenses—-si nce both woul d presumably have been available to a
hypot heti cal buyer and seller on the Novenber 11, 1990, val uation
date--results in 1989 net operating inconme of $189, 319 for
Charlotte and $175,905 for Monroe. |In conparison with Dvorak’s
estimated anounts, the difference is negligible, and we see no
need to nodify Dvorak’s results on the basis of this factor.

(c) Capitalization Rate

Finally, respondent contends that net incone nultipliers?®
applied by Dvorak are erroneous because they exceed the range of
multipliers identified fromconparable sales. W first note that
Dvorak’s nethod did not consist of a sinple application of net
income nultipliers. Dvorak calculated a discount rate to apply
to cash-flow year by year for 4 years, and a capitalization rate

to apply to cash-flowin the fifth year, which he terned a

°® Dvorak actually used discount and capitalization rates.
A capitalization rate is the reciprocal of a net incone
mul tiplier.
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reversionary value. He first calculated the reversionary val ue,
using the reversionary capitalization rate. He then subtracted
costs of sale, then added this result to the cash-flow figure for
year 4. He then discounted to present value the cash-flow figure
for each of 4 years follow ng the date of valuation, using the
di scount rate.

Dvorak applied different discount and capitalization rates
dependi ng on whet her he was assum ng the existence of HUD
subsidies. For Charlotte, the discount rate wthout the HUD
subsi dies was 13 percent, and with the HUD subsidies was 15
percent. The capitalization rate for the reversionary interest
was 11 percent without, and 12 percent with, HUD subsidies. For
Monroe, the discount rate was 13 percent w thout, and 14 percent
with, the HUD subsidies. The capitalization rate for the
reversionary interest was 11.25 percent wthout, and 11.75
percent with, HUD subsidies. He used higher rates for the HUD
subsi di zed housi ng because he believed an investor would demand a
greater rate of return due to the risk of losing the HUD
subsi di es.

Rat her than attacking the specific nethod by which Dvorak
generated his discount and capitalization rates, respondent
argues that the rates should match the rates of the properties
that Dvorak used as conparables for his market nethod value. |In
ot her words, respondent |ooks at the market conparabl es, exam nes

their rates of return, and criticizes Dvorak’'s incone nethod
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because his rate does not fall within the range of these anounts.
Using net income multipliers rather than discount or
capitalization rates, respondent cal cul ates Dvorak’ s net incone
mul tiplier for Charlotte to be 7.78 and argues that the correct
net inconme nmultiplier would fall in the range of 9.22 to 9.6.
For Monroe, respondent cal cul ates Dvorak’ s net inconme multiplier
to be 7.77 and argues that the correct net inconme nultiplier
would fall in the range of 9.31 to 9. 84.

There is no evidence in the record suggesting that the smal
sanpl e of conparabl es used in Dvorak’s market approach could be
used to generate a reliable net incone nultiplier, or

capitalization rate, for purposes of an incone valuation of the

subj ect properties. |Indeed, the evidence shows just the
opposite. In his market approach, Dvorak found virtually all of
the conparables to be superior to the subject. In his incone

approach, Dvorak hinself used a broad-based survey of investors
to derive the required rate of return for an investor in the
subj ect properties, rather than sinply |ooking at the rates of

return for the very small sanple of actual sales relied on by
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respondent. In addition, the dates of the sales used in the
mar ket approach ranged from 1983 to 1989.1°

For the foregoing reasons, we do not believe respondent’s
criticisnms of Dvorak’s capitalization rates are well taken.
However, our review of Dvorak’s analysis causes us to question
whet her Dvorak was justified in his use of higher discount and
capitalization rates for HUD subsidi zed properties than for
properties operating wthout HUD subsidies. W do not believe he
was. In Dvorak’s view, an investor in the subject properties
woul d require a higher rate of return because of the risk of |oss
of the HUD subsidies and the above-market rental inconme stream
t hat such subsi di es produced. However, Dvorak offered no
evi dence or analysis to support the existence of, or quantify the
extent of any, risk that HUD subsidies on properties of this type
m ght be lost. The HUD contracts covering the subject properties
were generally for 30 years, yet Dvorak asserted the purported
risk only in conclusory fashion. Even if we were to accord sone
wei ght to his unsupported opinion regarding this risk, we believe
any such increase in risk would be offset by the decreased risk
(in conparison to non-HUD subsi di zed rental properties) provided
by (i) the status of the Federal Governnment as obligor for nost

of the contract rents, and (ii) the mandated trust fund accounts,

10 Dvorak was val uing the subject property as of two dates,
1985 and 1989, for purposes of the equitable distribution
pr oceedi ngs.
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whi ch provided for reserves for a broad range of project

expendi tures, including routine and extraordi nary mai nt enance,

i nsurance, taxes, debt service, etc. Dvorak acknow edged that he
did not consider the trust funds in his valuation analysis. On
bal ance, we believe the Federal Governnent’'s liability for the
rents and the existence of the trust funds provide support for a
| oner, not a higher, capitalization rate. On this record,
therefore, we conclude that the nost appropriate capitalization
rate is the | ower one used by Dvorak for the subject properties
in the absence of HUD subsidies.

Fi nal Val ues Based on Adjustnents to Dvorak's Report

| ncorporating the adjustnents above, we find that the val ue
of the real estate held by Charlotte was $1, 720,000, and the
val ue of the real estate held by Mnroe was $1,690,000. The
foll ow ng tables show the derivation of these val ues:
Charlotte

Dvor ak’ s Report

Year 1 Year 2 Year 3 Year 4 Year 5
Net operating
i ncone $190, 344 $193, 199 $196, 097 $199, 039 $202, 024
Cash-fl ow 190, 344 193, 199 196, 097 1, 815, 235
Present val ue? 165, 517 146, 086 128,937 1,037,867

11 Even the |l ower of Dvorak’s two capitalization rates is
arguably too high, since it takes no account of the HUD subsidies
(which tended to reduce the risk perceived by an investor, in our
view). Nevertheless, in the absence of an evidentiary basis on
which to conpute the extent to which the capitalization rate
shoul d be adjusted downward, we adopt the | ower of the two
conput ed by Dvor ak.
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Sum of present values: $1, 478, 407
Esti mated val ue: $1, 480, 000

! This figure equals the reversionary val ue of
$1, 616,196 plus the net operating incone fromyear 4 of
$199,039. The reversionary val ue equal s the net operating
i ncone fromyear 5, $202, 024, divided by Dvorak’s term nal
capitalization rate of 12 percent, mnus costs of sale of
$67, 341.

2 Dvorak discounted to present val ue using a 15-percent
di scount rate.

Court’s Adjustnents

Year 1 Year 2 Year 3 Year 4 Year 5

Net operating

i ncone! $195, 948 $198,887 $201,871 $204,899 $207,972
Cash-fl ow 195, 948 198, 887 201, 871 22,028, 313
Present value® 173,405 155, 758 139, 907 1, 243,941

Sum of present values: $1,713,011
Esti mated val ue: $1, 710, 000

! These figures include the adjustnment to the vacancy
rate that we have concluded is appropriate, from 3 percent
down to 1 percent. This caused an increase of $5,202 (2
percent of the rental inconme figure of $259,200) each year
in 1985 dollars. The figures in the table are inflated to
1989 dollars using Dvorak’s inflation rate of 1.5 percent
per year.

2This figure equals the reversionary val ue of
$1, 823,313 plus the net operating incone fromyear 4 of
$204,899. The reversionary val ue equal s the net operating
income fromyear 5, $207,972, divided by our adjusted
termnal capitalization rate of 11 percent, mnus costs of
sal e of $67, 341.

3 W discount to present value using our adjusted 13-
percent discount rate.



Monr oe

Dvor ak’ s Report

Year 1 Year 2 Year 3 Year 4 Year 5

Net operating

i ncone? $176, 350 $176, 350 $176, 350 $176, 350 $176, 350
Cash-fl ow 176, 350 176, 350 176, 350 21, 617, 165

Present val ue® 154, 693 135, 696 119, 031 957, 491

Sum of present val ues: $1, 366, 910
Estimated val ue: $1, 370, 000

YI'n contrast to his conputations for Charlotte, Dvorak
did not inflate the net operating incone figures for Monroe
by 1.5 percent fromyear to year, nor did he adjust the
starting net operating incone figure for inflation to state
it in 1989 dollars. Dvorak gives no reason for failing to
make these adjustnents, and for consistency we nake themin
the table that foll ows.

2This figure equals the reversionary val ue of
$1, 440, 815 plus the net operating incone fromyear 4 of
$176,350. The reversionary val ue equals the net operating
incone fromyear 5, $176, 350, divided by Dvorak’s term nal
capitalization rate of 11.75 percent, mnus costs of sale of
$60, 034.

3 Dvorak discounted to present val ue using a 14-percent
di scount rate.

Court’s Adjustnents

Year 1 Year 2 Year 3 Year 4 Year 5

Net operating

i ncone! $195, 386 $198, 317 $201, 292 $204, 311 $207, 376
Cash-fl ow 195, 386 198, 317 201, 292 21, 987, 619
Present value® 172,909 155, 311 139,505 1,219, 044

Sum of present values: $1, 686, 769
Esti mated val ue: $1, 690, 000

! These figures include an adjustnment to the vacancy
rate that we have concluded is appropriate, from 3 percent
down to 1 percent. This caused an increase of $5,019 (2
percent of the rental inconme figure of $250,080) each year
in 1985 dollars. The figures in the table are inflated to
1989 dollars using Dvorak’s inflation rate of 1.5 percent
per year and inflated at the sane rate year by year
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2This figure equals the reversionary val ue of
$1, 783,308 plus the net operating incone fromyear 4 of
$204, 311. The reversionary val ue equal s the net operating
income fromyear 5, $207,376, divided by our adjusted
termnal capitalization rate of 11.25 percent, mnus costs
of sale of $60, 034.

3 W discount to present value using our adjusted 13-
percent discount rate.

Val ue of Decedent’s Interest in the Housi ng Partnerships

Beck val ued decedent’s partnership interests using only the
net asset approach under the theory that rental real estate was
the primary asset of the housing partnerships and the incomne-
produci ng val ue of the partnerships is contained in the net asset
value. W agree. The hypothetical investor would seek the
i ncone stream fromthe partnershi ps as goi ng concerns, but,
because the partnerships hold rental properties, the incone
stream of the partnerships is reflected in the net asset val ue,
or income stream of the underlying properties. See, e.g.,

Estate of Andrews v. Conm ssioner, 79 T.C. 938, 944 (1982);

Estate of Smth v. Commi ssioner, T.C. Mno. 1999-368. A val ue

based principally on the incone streamis especially appropriate
in this case, we believe, because the HUD subsi di es produced
above-market rents and also, in our view, affect the
capitalization rate that should be used to val ue the properties.
The inpact of the subsidies is thus only captured in an incomne-
based approach to valuation. Accordingly, we find that an

i ncome- based val ue, which takes into account the HUD subsi di es,

is the nost appropriate nmethod to val ue the housi ng partnerships.
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We therefore believe that Beck’s reliance on Dvorak’ s appraisals,
whi ch used an i ncone approach to value the real estate, was, in
general, proper.

Beck’' s Report

As earlier noted, under Beck’s net-asset approach, the val ue
of the partnerships was estinmated to equal each partnership’ s
equity in its real estate assets (as apprai sed by Dvorak and
Keith), plus cash and accounts receivable, net of liabilities.??
Beck’ s apprai sals of decedent’s interests in the housing

partnershi ps, before discounts, were as follows:

Charlotte
Real estate val ue

(per Dvorak appraisal) $1, 480, 000
Less out standi ng nortgage bal ance 1, 380, 000
Real estate equity 100, 000
Pl us cash and accounts receivable 259, 343
Less (nonnortgage) liabilities 161, 338
Part nershi p val ue 198, 005
Val ue of 50% i nt er est 99, 003

2 The val uations of the accounts receivabl e and accrued
liabilities were based on audited financial statenments dated
Dec. 31, 1988. The 1989 financial statenents were not yet
prepared as of the performance of the appraisals, and thus the
reconstructed market income statenents for 1989 were used for
both the market analysis and the operational analysis.



Monr oe

Real estate val ue

(per Dvorak appraisal) $1, 370, 000
Less out standi ng nortgage bal ance 1,220,000
Real estate equity 150, 000
Pl us cash and accounts receivable 436, 751
Less (nonnortgage) liabilities 117, 444
Part ner shi p val ue 469, 307
Val ue of 50% i nt er est 234, 653
Rocky Mount
Real estate val ue

(per Keith appraisal) $1, 400, 000
Less out standi ng nortgage bal ance 1, 380, 000
Real estate equity 20, 000
Pl us cash and accounts receivable 339, 952
Less (nonnortgage) liabilities 172, 665
Par t nershi p val ue 187, 287
Val ue of 50% i nt er est 93, 643
dinton
Real estate val ue

(per Keith appraisal) $665, 000
Less out standi ng nort gage bal ance 587, 500
Real estate equity 77,500
Pl us cash and accounts receivable 113, 709
Less (nonnortgage) liabilities 32,818
Part ner shi p val ue 158, 391
Val ue of 50% i nt er est 79, 196

Beck then applied discounts to the values of the 50-percent
interests in the housing partnerships for |ack of control (15
percent) and for lack of marketability (25 percent), which would
result in discounted val ues as follows:

Val ue Before Di scount ed

Proj ect Di scounts Val ue
Charl otte $99, 003 $63, 114
Monr oe 234, 653 149, 591
Cinton 79, 196 50, 487
Rocky Mount 93, 643 59, 697
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There are di sputes concerning various aspects of Beck’s
anal ysis, which we consider in turn.

(a) Accounts Receivable

The first issue to decide is whether it is appropriate to
di scount interconpany accounts receivable. Petitioner argues
that the value of certain accounts receivable from Godley Realty
and CPSI shoul d be discounted in valuing the underlying assets of
t he housing partnerships. Petitioner’s theory is that
discounting is required to reflect the risk of nonpaynent, in
particul ar because there were no prom ssory notes or coll ateral
for the partnerships’ receivables.

We believe petitioner’s argunent for discounting the
accounts receivabl e is unpersuasive. The accounts receivable in
guestion were not secured because they were fromrelated parties.
Ceneral | y speaki ng, accounts receivabl e and payabl e bet ween
related parties are disregarded in a valuation of the commonly
controlled entities; that is, they are either all counted at face
value or all elimnated, producing in either case a wash. Beck,
petitioner’s own expert on valuation of business entities, so
testified. Moreover, Beck valued the accounts receivable of each
housi ng partnership at face value in his expert report, which
petitioner has submtted under Rule 143(f) in support of its
position. In conformance with the general rule, respondent
al | oned the correspondi ng accounts payable of Godley Realty and

CPSI at full face value in reaching an agreenment with petitioner
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as to the valuations of those entities for Federal estate tax
pur poses, which valuations the parties have stipulated are
correct. Accordingly, we conclude that the accounts receivable
of the housing partnerships should be valued at face val ue, and
we nmake no adjustnent to Beck’'s report in this respect.?®

(b) Trust Fund Accounts

Beck assigned no value to the trust funds established and
mai nt ai ned under the financing arrangenents of the housing
partnerships, on the grounds that maintenance of the funds was
essentially a prerequisite for the HUD subsidies and therefore
the funds were not available to a purchaser of decedent’s
interest. It is respondent’s contention that the trust funds are
i ncludable in the net asset value of the partnerships at their
full face value as of Decenber 31, 1989. Although we disagree
w th respondent’s approach, we also do not believe that Beck has

fully accounted for the value supplied by the trust funds. W

13 Petitioner also argues with respect to Godley Realty
that its accounts receivable were not actually accounts
receivable; that is, petitioner argues that they were not anounts
owed by Godley Realty to each housing partnership but rather were
distributions from Godley Realty, before it was incorporated, to
decedent and Fred Jr. and were incorrectly recorded as
recei vabl es held by the housing partnerships. W reject this
argunent for a nunber of reasons. First, the supporting evidence
is at best vague and inprecise. Second, in contradiction to this
position, petitioner submtted an expert report that treated
t hese anmounts as accounts receivable. Finally, petitioner
al | oned respondent to treat the correspondi ng anobunts as accounts
payabl e in the hands of Godley Realty, which resulted in their
treatnent as liabilities at face val ue when respondent and
petitioner reached agreenment on the valuation of Godley Realty.
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bel i eve respondent is correct in arguing that the trust funds
woul d have sone value to a purchaser of an interest in the
housi ng partnerships, as the existing funds could eventually be
used to defray expenses that the partnerships would otherw se
i ncur. However, viewed fromthis perspective, the funds would
have to be discounted to present val ue, because the circunstances
and timng for their use are subject to strict controls. The
appropriate discounting would vary with each fund, dependi ng upon
the ternms governing its use; and the record in this case provides
an insufficient basis on which to estimte such discounting.

In these circunstances, we think the trust funds are best
vi ewed as anal ogous to working capital. The trust funds had to
be mai ntained by the partnerships in order to retain the HUD
subsidies. The funds were thus essential to producing the above-
mar ket rental inconme stream earned by the partnerships, not
unl i ke the working capital necessary for any going concern to
produce an incone stream Since we are valuing the partnerships
as operating businesses, we consider the trust accounts not as
liquid assets (which mght be proper if we were considering
i quidation value), but rather as conponents of working capital,
necessary to continue the inconme stream of the partnerships, but
ot herwi se unavailable to an investor in the partnerships.
However, the trust funds have sone value to an investor; as
reserves, they make the housing partnerships |less risky than

ot her partnerships simlarly situated that do not have such trust



- 39 -
funds. Thus, we believe an investor would require a |lower rate
of return fromthe partnerships with the trust funds. For this
reason, we believe the trust funds are best accounted for by
means of a reduction in the otherw se applicable capitalization
rate. We have done so earlier in this analysis, where we
rejected Dvorak’s position that an increase in the capitalization
rate was warranted by the risk of loss of the HUD subsidies. W
concl uded there that any such risk was offset by a reduction in
ri sk produced by the trust funds. On this record, we believe
such an adjustnent to the capitalization rate is the best neans
to account for the effect that the trust funds woul d have on the
price that a hypothetical buyer would pay for decedent’s interest

in the housing partnerships.

4 We have considered whether a simlar adjustment to take
into account the trust funds is warranted in the case of Keith's
appraisals of the dinton and Rocky Mount properties and concl ude
that it is not. First, in the case of Cinton, that partnership
hel d only a mai ntenance reserve of $8,920, which we believe would
not have been a material consideration in a hypothetical sale.
The Rocky Mount partnership, however, did not hold trust funds of
a magnitude simlar to those of Charlotte and Monrooe.

Nonet hel ess, we note that Keith ultimately relied on his market-
based val ue rather than his inconme-based value in reaching his
concl usi on regardi ng Rocky Mount. Keith's narket-based val ue for
Rocky Mount was $1, 400, 000, while his incone-based val ue was
$1, 325,000. In calculating his incone-based value Keith used a
di scount rate of 15 percent. |If we adjust this rate to 13
percent, as we did in the case of Dvorak’s Charlotte report, the
val ue under Keith’s incone approach woul d be $1, 400, 901, rounded
to $1, 400, 000, equal to the value under Keith's market-based
approach and to Keith's final value. W note again that
respondent has accepted this value and find that any adjustnent
to Keith's discount rate to reflect the existence of the trust
funds would not alter the final value of Keith's Rocky Munt
(continued. . .)



(c) Discounts

The final issue we nust resolve is the extent to which
di scounts nmay apply to the interests being valued. Beck applied
a lack of control discount of 15 percent to decedent’s interests
in the housing partnerships because of the irrevocable
designation of Fred Jr. as managing partner thereof. |In Beck’'s
opinion, this irrevocabl e designation effectively surrenders a
degree of control which would otherw se be held by a 50-percent
general partner, and therefore places decedent’s interest in the
position of a mnority partner interest. W disagree.

A mnority discount will apply where a partner |acks
control, indicated by such factors as the inability to
participate in managenent, to direct distributions, or to conpel
liquidation or wwthdraw fromthe partnership w thout the consent

of the controlling interest. See Estate of Bischoff v.

Comm ssioner, 69 T.C. 32, 49 (1977). Degree of control is the

critical factor in deciding whether the mnority discount applies
and the amount of the discount, if any. See id.

W find that the terns of the partnership agreenents do not
reduce decedent’s interests to the level of mnority interests.
The partnership agreenents for the housing partnerships contain
restrictions on a partner’s right of liquidation, term nation,

and wi thdrawal, but the restrictions apply equally to al

¥4(...continued)
appr ai sal .
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partners. Day-to-day managenent decisions are in the hands of

t he managi ng partner, but naj or decisions require approval of
partners owning 75 percent of the partnership’s interests. The
term “maj or decisions” is broadly defined under the partnership
agreenents so as to include nearly any decision other than
routine daily operational matters, including the acquisition and
sal e of partnership property, financing, expenditures in excess
of $2,500, entering major contracts, or any other decision or
action “which materially affects the Partnership or the assets or
operation thereof.” Also, annual distributions of net cash-flow
are required under the partnership agreenents, giving the hol der
of decedent’s interest the right to require distributions. Beck
argues that the partnership agreenents give the managi ng partner,
Fred Jr., “absolute discretion in establishing ‘reserves for

repl acenent of assets or to cover contingencies ”, essentially
allowing himto nullify the provision requiring annual
distributions of cash. W believe Beck gives an overly expansive
readi ng of the managi ng partner’s discretion regardi ng reserves.
Al t hough Fred Jr. had discretion, we do not believe the other
partners would | ack recourse if this discretion were used to cut
of f otherw se avail abl e cash distributions. Mreover, the

di scretion to establish such reserves was listed as an item of
day-t o- day managenent, suggesting a limted scope to that right.
When read in the context of the entire partnership agreenent, we

do not believe the nmanaging partner’s discretion to establish
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reserves confers the absol ute power suggested by Beck. Thus, we
conclude that the terns of the agreenents do not restrict control
to the extent of a mnority interest.

Petitioner argues, in the alternative, that Fred Jr. had
virtual control over the housing partnershi ps because of his
options to buy decedent’s interests. As previously discussed,
the options nust be disregarded in valuing those interests.

Beck also determ ned that a | ack of marketability di scount
of 25 percent should apply because there was no ready market for
the housing partnership interests and a seller would necessarily
suffer a period of illiquidity. Respondent concedes on bri ef
that a |lack of marketability discount of 15 to 20 percent is
appropriate, but only where the incone approach to valuation is
enpl oyed. However, as previously discussed, in this case the
i nconmre and net asset values are intertwi ned. Moreover, to
calculate the values in the notice of deficiency, Archer used a
| ack of marketability discount for both asset and incomne-based
val ues of the housing partnerships. Further, we believe that
Beck makes a persuasive case that decedent’s interests would not
be readily marketable. He notes that they woul d be subject to
the irrevocabl e designation of Fred Jr. as managi ng partner.
Beck also cited the provisions in the partnership agreenents that
grant a right of first refusal to nonselling partners and give
them 60 days to accept or reject the offer to sell, which he

interpreted as forcing a period of illiquidity on every selling
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partner. In light of all the facts and circunstances and
respondent’ s concession, we find that a 20-percent |ack of
mar ketabi ity discount is appropriate.

For the reasons previously outlined, we believe Beck’'s
anal ysis should be nodified: (i) To include our adjustnents to
Dvorak’s appraisals of the Charlotte and Monroe real estate; (ii)
to elimnate his 15-percent mnority discount; and (iii) to apply
a 20- rather than 25-percent marketability discount. Using

Beck’ s net hodol ogy, as nodified, results in the foll ow ng val ues,

which we find are correct:
Charlotte

Real estate val ue

(per nodified Dvorak appraisal) $1, 710, 000
Less out standi ng nortgage bal ance 1, 380, 000
Real estate equity $330, 000
Pl us cash and accounts receivable 259, 343
Less (nonnortgage) liabilities 161, 338
Part nershi p val ue 428, 005
Val ue of 50% i nt er est 214,003
Less 20% mar ketability di scount 42, 801
Correct val ue 171, 202
Monr oe
Real estate val ue

(per nodified Dvorak appraisal) $1, 690, 000
Less out standi ng nort gage bal ance 1,220,000
Real estate equity $470, 000
Pl us cash and accounts receivable 436, 751
Less (nonnortgage) liabilities 117, 444
Part nershi p val ue 789, 307
Val ue of 50% i nt er est 394, 654
Less 20% mar ketability di scount 78,931
Correct val ue 315, 723

Rocky Mbount

Real estate val ue
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(per Keith appraisal) $1, 400, 000
Less out standi ng nortgage bal ance 1, 380, 000
Real estate equity $20, 000
Pl us cash and accounts receivable 339, 952
Less (nonnortgage) liabilities 172, 665
Par t nershi p val ue 187, 287
Val ue of 50% i nt er est 93, 643
Less 20% nmarketability di scount 18,729
Correct val ue 74,914
dinton
Real estate val ue

(per Keith appraisal) $665, 000
Less out standi ng nort gage bal ance 587, 500
Real estate equity $77, 500
Pl us cash and accounts receivable 113, 709
Less (nonnortgage) liabilities 32,818
Part nershi p val ue 158, 391
Val ue of 50% i nt er est 79, 196
Less 20% mar ketability di scount 15, 839
Correct val ue 63, 357

GVA

The fifth partnership at issue is GVWA, which is different

fromthe housing partnerships. Decedent and Fred Jr. fornmed GVA
because HUD required a separate partnership to manage the housing
partnerships. GVA received a managenent fee from each of the
housi ng partnershi ps equal to 10 percent of rental incone. GVA
held no fixed assets, and its only significant expense was sal ary
it paid to decedent and Fred Jr.

In valuing GVA, respondent introduced the report of Kaye,
who val ued GVA for Fred Jr.’s forner spouse in the equitable
di stribution proceedings. Petitioner introduced the report of
Beck, who valued GVA for Fred Jr. in the earlier proceedings.

Kaye used an inconme approach, under which he capitalized an
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after-tax incone figure using a capitalization rate derived from
conparisons with large, publicly traded real estate nanagenent
conpanies. He found the value of GVA as a whole to be
$450, 000. ** Beck, on the other hand, believed that the val ue of
GVA was intrinsically tied to the value of the four housing
partnerships. Further, he argued that because GVA had no fi xed
assets and its only assets were accounts receivable fromthe
housi ng partnerships, its value was sinply equal to the net
real i zabl e accounts receivable as of Decenber 1989 (the tine
cl osest to the valuation date for which figures were avail abl e).

We agree with Beck’s assertion that the val ue of GVA was
tied to the value of the housing partnerships, but we disagree
with his conclusions as to the value of GVA. He failed to
recogni ze that the hypothetical buyer investing in GVA woul d not
merely be buying the accounts receivable on a particul ar date,
but instead would be buying the inconme streamattributable to 10
percent of the rental inconme of each of the four housing
partnershi ps, m nus expenses associated wi th managi ng the housing
partnerships. Thus, we reject Beck’s approach altogether.

Petitioner nmakes no specific challenges to the incone

approach used by Kaye. Rather, petitioner nakes two argunents:

15 We note that in the notice of deficiency respondent
determ ned the value of decedent’s 50-percent interest in GVA to
be $330,688. By proffering Kaye' s report, respondent has
apparent|y abandoned the position that decedent’s interest in GVA
has a value any greater than $225,000 (50 percent of $450, 000).
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(1) That Kaye valued the partnership as a whole, rather than
decedent’s interest, and that discounts for |lack of control and
| ack of marketability apply; and (ii) that the fact that GW s
val ue depended on the val ue of the housing partnerships should be
taken into consideration. Wth respect to discounts, we apply
t he sane discounts, and for the sane reasons, that we applied in
the case of the housing partnerships. Respondent concedes a | ack
of marketability discount of 15 to 20 percent with respect to
GVA, petitioner has not denonstrated that a greater discount
applies, and we accordingly apply a discount of 20 percent for
| ack of marketability. Further, petitioner has not denonstrated
that a mnority interest discount applies, given that Fred Jr.
and decedent each hel d 50-percent partnership interests, and
there is no evidence that Fred Jr. controlled GVA to a greater
extent than the housing partnerships.®

Wth respect to whether Kaye' s val uation approach took into
account the rel ationships between GVA and the housi ng
partnerships, we believe it did. Kaye was aware of the
rel ati onship, and he knew that GV s i nconme consisted of accounts
recei vabl e generated by the nmanagenent fees, equal to 10 percent
of rental incone, paid by the housing partnerships. ©Mboreover,

Kaye’ s approach used actual incone figures of GVA. W believe

6 The partnership agreenent of GVA is not in the record.
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Kaye sufficiently considered the value of GVA in relation to the
housi ng partnershi ps.
Usi ng Kaye’s val ue of $450, 000, and applying a di scount of
20 percent for lack of marketability, we find that decedent’s 50-
percent interest in GVA was worth $180, 000.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




